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TAX FORUM
ANNE D. SNODGRASS, CPA, Editor
Gifford-Hill & Company, Inc.
Dallas, Texas

LUMP-SUM DISTRIBUTIONS, REVISITED
By this time, most practitioners have had
some opportunity to file tax returns affected by
the Tax Reform Act of 1969 and have thus
obtained a working knowledge of the more
sweeping changes. Now a new experience
lurks in the shadows, that of interpreting the
Regulations which have been proposed under
the Act and of readjusting the preconceived
notions acquired during the pre-Regulation
periods.
Therefore, the time has come to correct past
presumptions and to attempt to set forth in
reasonably accurate summary form the “gos
pel” according to the U. S. Treasury Depart
ment.
In May 1970, the Tax Forum reviewed the
Tax Reform Act provisions dealing with lumpsum distributions from qualified employee
benefit plans. These provisions amended Sec
tions 72, 402, and 403 of the Internal Revenue
Code, limited the long-term capital gain treat
ment formerly accorded lump-sum distribu
tions, and also provided for a special tax com
putation which applies to the ordinary income
portion of such distributions. Proposed regula
tions were published on June 12, 1971. These
Regulations are not undergoing the usual
hearing procedures.
The new law limited the capital gain treat
ment of total distributions from employee
benefit plans to (1) the amount accrued to the
benefit of the employee during plan years be
ginning before January 1, 1970, and (2) the
portion of the benefits accrued to the employee
during plan years beginning after December
31, 1969, which the employee can establish are
not his proportionate share of the employer
contributions made to the plan. Section 1.402
(a)-2 of the proposed regulations provides the
necessary rules for computing the capital gain
and ordinary income elements of a lump-sum,
or total, distribution. There are two sets of
rules under this section—one for defined con
tribution plans and one for defined benefit
plans. If the plans are switched from one type
to the other, both sets of rules must be ap
plied.
A defined contribution plan includes money
purchase pension plans, profit-sharing plans,
and stock bonus plans where the employer’s

contribution is determined by a formula set
forth in the plan. A defined benefit plan in
cludes pension plans which prescribe the bene
fits to be paid an employee upon meeting the
necessary conditions. Normally under a defined
benefit plan the employer’s contribution is de
termined by actuarial formulas.
Since the capital gain element of a lumpsum distribution is generally defined as the
excess over the sum of the net employee contri
butions, the ordinary income element of the
distribution, and certain death benefits, it is
necessary to first define the ordinary income
element. This gets the problem down to the
meat of the proposed Regulations.
Defined Contribution Plans

Section 1.402(a)-2(b) sets forth the gener
al rules for defined contribution plans, and
Section 1.402(a)-2(c) covers the transitional
problems relating to those plans already in
effect on December 31, 1969. In order to
grasp the transitional rules, it is necessary to
obtain some background on the general rules
established for plans that were not in effect
on December 31, 1969.
In general, for “new” plans, the ordinary in
come element of a total distribution is the
lesser of (1) the employer contributions cred
ited to the account of the employee, or (2) the
excess of the employee’s account balance over
the employee contributions, the net unrealized
appreciation in employer securities, and the
death benefits available under Section 1.7216(c), which is an existing Section.
The employer contributions credited to the
account of the employee will include amounts
contributed by the employer (or a predecessor
of the employer) whether they are credited
directly to the employee’s account or they are
used to purchase annuities, retirement income,
endowment, or other life insurance contracts for
the employee. Furthermore, they include for
feitures arising from terminations of employees
not fully vested and will also include the divi
dends paid under annuity, retirement, income,
endowment, or other life insurance contracts,
when such dividends are used to purchase ad
ditional benefits for the employee. Dividends
which can be attributed to employee contribu
tions will not be included for this purpose.
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distribution which bears the same relationship
to the total as the post-1969 employer contri
butions, forfeitures, etc., bear to the total of
those contributions and the pre-1970 balance.
There is an exception to this rule. If the em
ployer has maintained separate accounting rec
ords of the pre-1970 balance, the post-1969
employer contributions, and other related trans
actions, the loss may be allocated specifically
rather than apportioned under the above rules.
This election is the option of the employee.
This would require separate accounting for all
sales and exchanges of property held by the
trust, or plan, at December 31, 1969, as well as
separate accounting and allocation for related
items of income and expense.
If a pretermination distribution is made from
an employee’s account which includes a pre1970 balance, a portion of such distribution will
be considered as coming from the pre-1970 bal
ance. This will not change the taxation of the
pretermination distribution, but will only re
duce the pre-1970 balance available for capital
gain treatment at the time of a total distri
bution.

If an employee is terminated and receives a
total distribution prior to becoming fully vested
in the plan, the ordinary income element will
be apportioned on the same ratio as the total
account. If the employee has contributed to the
plan, his contributions are fully returned before
determining the ratio of the ordinary income
element to the total. The result, of course,
dilutes the long-term capital gain element
which is the result of appreciation of the em
ployee’s own contribution.
Many profit-sharing plans provide for limited
cash withdrawal privileges. Withdrawals are
taxed to the employee in the year of receipt at
ordinary income rates. The amount available for
withdrawal is normally limited to a percentage
of the employer’s contribution to the plan.
However, for the purpose of determining the
ordinary income element of a lump-sum distri
bution, cash withdrawals (or pretermination
distributions as they are referred to in the
proposed Regulations) will reduce both the
income and capital gain elements of the ac
count balance at the same ratio as the account
balance stands at the beginning of the year in
which the pretermination distribution is made.
Many tax practitioners did not expect this
treatment, so this is one of the popular mis
conceptions which was changed under the
proposed Regulation.

Defined Benefit Plans

Separate accounts are not kept for each par
ticipant in a defined benefit plan. Therefore,
the determination of the employee’s accrued
benefits at December 31, 1969, and the em
ployer’s contributions on his behalf for plan
years beginning after December 31, 1969, is
somewhat more complex. Under the proposed
Regulations Section 1.402(1)-2(d), the ordi
nary income element of a total distribution
made for any separation from employment
other than by reason of death is to be deter
mined “on the basis of level funding of the plan
during the employee’s participation in the plan,
payment of employer contributions at the end
of the plan year, and a growth rate of 6 percent
per annum compounded annually.”
The Regulations provide for an ordinary in
come factor which is to be applied to the excess
of the distribution over the employee’s total
voluntary contributions. The factor varies ac
cording to the number of years of participation
by the employee in the plan. The factor is one
for one year of participation and diminishes to
.21152 for 45 years of participation. The ordi
nary income element determined by the use of
the factor is further reduced by the employee’s
total mandatory contributions to the plan. The
ordinary income element cannot exceed the
excess of the distribution over the employee
contributions.
Mandatory contributions are those employee
contributions which are required as a condition
(Continued on page 18)

Transitional Rules—
Defined Contribution Plans

If the plan was already in effect on Decem
ber 31, 1969, and the employee who receives a
distribution was a participant prior to Decem
ber 31, 1969, then the capital gain element of
the distribution will also include the amounts
accrued to the employee’s benefit at December
31, 1969. The ordinary income element will be
computed first, taking into account the em
ployer’s contributions, forfeitures, and divi
dends described above, for plan years begin
ning after December 31, 1969.
However, the amount accrued to the employ
ee’s benefit on December 31, 1969, is not nec
essarily a frozen dollar amount. If the plan has
suffered losses since December 31, 1969, which
is true of many plans today, the capital gain
element may suffer some depreciation. Section
1.402(a)-2(c) (3) sets forth the rules for com
puting the ordinary income element of a total
distribution when the adjusted pre-1970 bal
ance and the post-1969 employer contributions
exceed the actual amount available for distribu
tion. Reading formulas in words is always a
formidable task, and the proposed Regulations
are no exception. Actually the formulas are
quite simple, once the words are defined. The
ordinary income element is the portion of the
14

functional specifications that describe what a
program should do must become the basis for
understanding between the users and the pro
gramming project. From the functional specifi
cations, the project manager should develop a
work breakdown which emphasizes end items
rather than functions. From the work break
down, each element needs to be developed
further to the detail of a work package that
can be controlled in terms of a schedule and
budget.
Mr. Avots states “The most important ingre
dient of the project control process is commun
ication.” The project manager must keep in
close touch with individual programmers and
also act as an information filter to protect the
programmer from ideas that may interfere with
his productivity.
Despite the many problems, Mr. Avots con
cludes, “Formal status monitoring against mile
stones can be valuable if it is not used as an
end in itself, but rather as a signal for more
extensive technical progress reviews.”

“The MIS Mystique: How to Control It,” by
Ivars Avots, Management Review, Volume

59, No. 10, October 1970.
Characteristics of computer implementation
projects that make them difficult for manage
ment to handle are reviewed and approaches
that should help management raise the odds in
favor of success are discussed.
Most large computer system implementation
projects are headed by men whose back
grounds are in the general area of data pro
cessing. Few are capable of determining what
can and cannot be accomplished. There is no
shortrun solution to this problem; however, the
best chances lie with the project manager who
knows the company well, who appreciates his
unique role, and who can use staff assistance
effectively. The manager must be concerned
with both the computer efficiency and the
technical impact of the application. Both af
fect the eventual cost of operating the system.
Modifications and consequent overruns of
schedules and budget are often caused by in
adequate definition of objectives and coordina
tion of systems development at top manage
ment levels. After approval by management,

Dr. Patricia L. Duckworth, CPA
Metropolitan State College, Denver

excess of the distribution over the employee’s
voluntary contributions is multiplied by one
minus a fraction which is the accrued benefit at
December 31, 1969, over the total distribution
or benefit.
The accrued benefit at December 31, 1969,
or as of the close of the last plan year begin
ning before December 31, 1969, is the periodic
benefit to which the employee would be en
titled at age 65 if his annual salary had re
mained the same from 1969 to his normal re
tirement age multiplied by a fraction which is
the number of years with the employer in 1969
over the number of years of service he would
have completed at normal retirement age.
The calculations under this Section of the
proposed Regulations are numerous, and the
variations for different kinds of total distribu
tions are detailed and also numerous. It is
impossible to adequately summarize and de
scribe them in so limited space. It is nearly im
possible just to follow the paragraph numbers.
But, don’t give up—the examples included in
the various proposals clarify the provisions con
siderably; and once an example has been fol
lowed through, the words begin to make more
sense.
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of employment, as a condition of participation
in the plan, or in order to receive full benefits
under the plan. Voluntary contributions are all
additional contributions made by the employee.
Once the ordinary income element is estab
lished, the capital gain element is determined
in the same manner as under defined contri
bution plans. A different set of factors is pro
vided for the determination of the ordinary
income element when an employee dies before
separation from service.
Transitional Rules—
Defined Benefit Plans

If the plan was already in effect on Decem
ber 31, 1969, the ordinary income factor is de
termined by taking into account only the por
tion of the distribution which was accrued by
the employee during plan years beginning after
December 31, 1969, and mandatory employee
contributions made during the post-1969 pe
riod. In order to determine what was accrued
by the employee after December 31, 1969, the
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